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the lower bound of the benchmark range or “forward looking, long run incremental cost” as
supported by cost data provided by prospective entrants. Thus, a prospective foreign-affiliated
entrant would have to lower rates in home markets a) to reflect a cost measure that even the
Commission has conceded is at best a crude estimate based on very limited data, or b) provide

extensive cost information and undergo costly and time-consuming rate proceedings in the US.

Complying with either of these conditions would add significantly to the costs of foreign-
affiliated carriers and create in competitive advantage for incumbents. Thus, Lehr is
recommending that the Commission impose significant new costs on foreign-affiliated firms, but
not on domestic entrants.?® Of course, the principal and only beneficiaries of this requirement are
incumbent carriers in the US market that are not affiliated with carriers abroad. Certainly, there is
no immediate short term benefit to US consumers of raising costs to competitors; and, most
importantly, the Lehr Illustration does not claim, show or quantify any consumer welfare benefits
in the long run. Indeed, to the extent that the new cost of service test is applied to incumbent

foreign-affiliated carriers, consumers would be penalized by the requirement that such carriers

raise their rates in accordance with the Lehr theory.

The Theory of Investment Implied by the Illustration Is Flawed. While the paper does not
so characterize its main assertion, the core of Lehr’s Illustration actually embodies a theory of
investment and simply assumes -- without analysis -- that a specific investment strategy would be
pursued by potential foreign-affiliated entrants. Thus, another way to test the probity of the

results of the Illustration is to consider the merits of the investment theory it embodies.

2% No such cost tests are applied to any US international carriers, despite the fact that not all markets in which
they operate are perfectly competitive and with zero margins. If the US imposes such a requirement on foreign-affiliated
carriers, it invites foreign administrations to reciprocate. This suggests the possibility that administrations abroad may in
response undertake a level and degree of costing analysis of AT&T and other US international carriers that far exceeds
what the FCC itself requires of those carriers.
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The Illustration asserts basically that a foreign-affiliated entrant will use cash generated
(“urifairly” or “uneconomically”) from services sold in other markets to underwrite entry into US
international services markets by purchasing an incumbent carrier with a substantial market share.
Use of cash generated in one line of business -- even a regulated one -- to fund entry into another
is not a violation of either the antitrust laws or the Commission rules. AT&T, for example,
derived most, if not all, of the cash it used to acquire National Cash Register and to underwrite
efforts to enter the computer business from regulated lines of business principally, we can
reasonably suppose, from domestic and international long distance revenues. Strict application of
the analysis and principles set forth by Lehr would have required the FCC to forbid the use of
retained earnings from regulated businesses to enter unregulafed business lines. And, the
precedent would suggest the need for conditioning entry into competitive markets generally on

consideration of the source of cash used to underwrite entry.

Whether such an investment by a foreign-affiliated carrier makes sense depends on several
matters not addressed by Lehr. The market conduct in Lehr’s Illustration is fraught with risk.
First of all, such conduct would invite retaliation in US markets by carriers with significant market
presence. Lehr assumes that incumbents will merely meet the lower price of the entrant, but
standard economic models and casual observation of competitive markets make clear that
incumbents might strike pre-emptively, or reduce rates further, or undertake various quality
increasing/cost reducing promotional schemes and so forth.? Moreover, the reaction (ex ante or
ex post) of incumbents is not limited to the US market, since incumbents may compete elsewhere
with the prospective foreign-affiliated entrant. All of these possible reactions and outcomes will
influence the expected return from investing in “squeezing an incumbent”. While the payoffs are
clear and risk free in the Lehr Illustration, they are not likely to be so unambiguous to a manager

with capital budgeting responsibilities.

% See note 6 above for citations to the literature on theories and practices of market conduct in oligopolistic
markets like this one.

Darby Associates

Washington, DC




STATEMENT OF LARRY F. DARBY -- Page 19

A foreign-affiliated entrant undertaking to buy market share as imagined in the Lehr
Tllustration would also need to consider the regulatory risks of doing so. As suggested above, this
kind of market behavior would be patently obvious to regulators and subject to sanction. The
FCC will have strong incentives in the new competitive international telecommunications services
environment to monitor and be alert to anticompetitive practices. And, given the very public
nature of costs -- especially reseller costs -- it would be somewhat naive for fringe carriers to

believe that they could either escape regulatory detection or, even if they could, to buy without

risk, significant and profitable market shares.

Any prospective foreign-affiliated entrant contemplating investments to purchase market
share in US international services markets and paying for it on a continuing basis must consider
the near inevitability that the source of cash used will evaporate in the future. US initiatives on
settlements, combined with the almost irresistible forces for liberalization and competition in
foreign markets, ensure that the source of funds for such investment will continue to diminish.
The WTO is an important force in this regard and is recognized as such by Lehr. Thus, any
foreign carrier considering such an investment would do so in the context of the long term risks
involved, the fact that opportunities for growth are limited (and not addressed in the Lehr

Tlustration) and the prospect that earnings from the investment will decline over time.*

Notwithstanding the simplicity of the Lehr Illustration, the practice he describes as a

30 The Commission noted this point in a different context, when it observed that a foreign carrier must “maintain
low prices and high accounting rates over a sufficiently long time period so as to inflict substantial economic harm to
competitors.” rt and in the Matter Of Market Entry and Regulation of Foreign-Affiliated Entities, Federal
Communications Commission, IB Docket, No. 95-22; adopted November 28, 1995, para. 70). Similarly, for the
investment in “squeezing” to make financial sense, the returns must be fairly secure; they must grow; and they must be
fairly large for some period of time. The Lehr Illustration is entirely static and addresses none of these investment criteria,
while clearly indicating that the investment is rational and would be undertaken by foreign concerns. On the basis of the
facts presented in the Lehr Affidavit, it is not possible to determine if the investment is likely to be advantageous. But,

even those facts raise considerable doubts about the likely payoff from investing in “squeezing” large, integrated, facilities-
based US competitors.
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“squeeze” is both much less rational and much less likely to occur than he supposes. The risk,
return and growth profile of investing cash in hand to attempt to buy market share at the expense

of incumbent US carriers in US markets is far less attractive than suggested by the arithmetic of
the Lehr Illustration.

The Lehr Proposal Diminishes Competition by Raising Rivals’ Cost. Lehr properly
inveighs against raising rivals’ costs as a means of forestalling entry and weakening competition.*!
But, that is precisely the effect of the policy he advocates. Requiring potential entrants to give up
revenue from other lines of business and to be subjected to cost of service regulation in other

markets imposes very substantial additional costs on foreign-affiliated entrants.*

VI. Conclusions

Professor Lehr has attempted to make a case for restricting competition to US incumbent
international service providers. His recommendation that the FCC raise barriers to entry to
foreign-affiliated competitors would impose costs on competitors, deny U.S. consumers options
and lower prices, prevent transfers of wealth from foreign carriers to US consumers and create an
uneconomic precedent for administrations to emulate anticompetitive regulation abroad. The
benefits to US consumers for imposing these costs on potential entrants are not established by
Professor Lehr. The benefits of entry-forestalling regulations will for the most part be absorbed

by incumbent suppliers who are thereby protected from competition.

3 See Lehr Affidavit p. 13 and note 18.

32 For a discussion of the means used by incumbents to deter competitive entry, see John Vickers, “Strategic
Competition Among the Few -- Some Recent Developments in the Economics of Industry”, in Readings in
Microeconomics, Tim Jenkinson, ed. (Oxford: Oxford University Press, 1996) pp. 3-21, especially pp. 15-18 and
references there. Christian von Wiezsacker describes in another context the effect of imposing the regulatory requirements
suggested by Lehr: “...a barrier to entry is a cost of producing which must be bome by a firm which seeks to enter an
industry but is not borne by firms already in the industry and which implies a distortion in the allocation of resources from

a social point of view.” Christian C. von Weizsacker, “A Welfare Analysis of Barriers to Entry”, Bell Joumal of
Economics, 11 (2), 1980, p. 400.
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